09-3565
AUDIT
SIGNED 10-14-2010

BEFORE THE UTAH STATE TAX COMMISSION

PETITIONER, INITIAL HEARING ORDER
Petitioner, Appeal No.  09-3565
V. Account No. #####
Tax Type: Income
AUDITING DIVISION OF THE Audit Period: 10/1/05 -9/30/08
UTAH STATE TAX COMMISSION,
Judge: Phan
Respondent.
Presiding:

Jane Phan, Administrative Law Judge

Appearances:
For Petitioner: PETITIONER REP., CPA
For Respondent: = RESPONDENT REP. 1, Assistant AdtpfBeneral
RESPONDENT REP. 2, Manager, Manger, COMPANY A
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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comaniger an Initial Hearing pursuant to Utah Code

Sec. 59-1-502.5 on July 28, 2010. Petitioner (tagpayer) is appealing an audit deficiency issued by
Respondent (the Division) for the audit period frewtober 1, 2005 through September 30, 2008. &adr e

of the tax years at issue the Division denied @nisz zone credits claimed by the Taxpayer on tEhU
Corporation Franchise or Income Tax Returns. Ttau®ry Notice of Audit Change was issued on
November 5, 2009 for all three tax years at is¥he. Taxpayer timely appealed the audit. The amofint

additional tax due for each tax year is as follows:

Tax Period Tax Interest Penalty Total

10/1/05 - 9/30/06 $$$$$ $$55$ $$$5$ $$5$$
10/1/06 - 9/30/07 $$$$$ $355$ $$$5$ $$5$$
10/1/07 — 9/30/08 P35S $$$$$ $$$$ $$$5$

1 Total listed as of date of Statutory Notice. tas continues to accrue on the unpaid balance.
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APPLICABLE LAW
Enterprise Zone Credits are provided at Utah G8388f-413(1) (2008)s follows:

Subject to the limitations of Subsections (2) tlyo@4), the following nonrefundable tax
credits against a tax under Title 59, Chapter #p@@te Franchise and Income Taxes, or
Title 59, Chapter 10 Individual Income Tax Act, applicable in an enterprise zone: . . . (g)
an annual investment tax credit of 10% of the 250,000 in investment, and 5% of the
next $1,000,000 qualify investment in plant, equéty or other depreciable property.

That section also provides that businesses engagethil trade and public utilities may not claim
the credit. Utah Code Sec. 63-38f-413(5) provides:

The tax credits under Subsections (1)(a) throuym@y not be claimed by a business entity

engaged in retail trade or by a public utilitiesimess.

A further qualification for the credit is locatatUtah Code Ann. 863-38f-412 (2006) which provides
that to qualify for an enterprise zone credit, aibess must meet residency requirements as follows:

The tax incentives described in this part are abéal only to a business entity for which at

least 51% of the employees employed at facilitieshe business entity located in the

enterprise zone are individuals who, at the timengployment, reside in the county in which

the enterprise zone is located.

“Business entity” is defined at Utah Code Sec388402 (2006) as follows:

“Business entity” means an entity: (a) includingl@mant, estate, or trust; and (b) under

which business is conducted or transacted.

Utah Admin. Rule R865-9I-37 (2006) clarifies thetail sales criteria would not eliminate
qualification for the credit if the sales were dmimis as follows:

E. A business firm that conducts non-retail operstiand is engaged in retail trade qualifies

for the credits under Section 9-2-413 if the rett@itle operations constitute a de minimis

portion of the business firm’s total operations.

The burden of proof in on the Petitioner in theseceedings pursuant to Utah Code Sec. 59-1-1417
(2009) which provides:

In a proceeding before the commission, the buodgmoof is on the petitioner . . .

Generally, tax exemption or tax credit statutessarictly construed against the taxpay®ee Parson
Asphalt Prods., Inc. v. State Tax Comn8ty P.2d 397, 398 (Utah 1980)(“[s]tatutes whichvjde for

exemptions should be strictly construed, and one saclaims has the burden of showing his entitheree

2 The law was revised in 2006, but the change bet\®8686 and the 2006 provisions did not appear sotgta
regarding the issue presented by the parties srejypeal.
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the exemption”). Tax credit statutes, like taxrapéions, “are to be strictly construed againstéxpayer.”
MacFarlane v. State Tax Comm’2006 UT 18, Y11. “While we recognize the geneudd that statutes
granting credits must be strictly construed agdlmestaxpayer, the construction must not defegbtinposes
of the statute. The best evidence of that intettitdplain language of the statute.” (Citationsttedi) See id.
at 119.
DISCUSSION

Although there are a number of qualificationstfa enterprise zone credit, the only issue in despu
at the hearing was whether or not the Taxpayemdigggialified from taking the credit because thepeper
had a small amount of retail trade in its overak@tions. Utah Code Sec. 63-38f-413(6) providas &h
business entity may not claim the credits if éigaged in retail trade. It was undisputed thaftpgayer
was primarily engaged in ( PORTION REMOVED ) whiwas not considered retail trade. It performed
this construction for COMPANY B and other customeétowever, for each year at issue in additiorhto t
site construction, the Taxpayer also leased equipsueh as ( PORTION REMOVED ) to COMPANY B at
COMPANY B’s request. The Taxpayer's representatidicated that this was done to accommodate
COMPANY B who was a major customer of the ( PORNIREMOVED ) construction. The leasing of
equipment is retail trade. The Taxpayer colleci&éds tax on the equipment rentals, filed salesgaxns
and remitted the tax amount based on those rental@as undisputed that for each of the tax yeaissue
the amount of the rentals were less than 5% of thgayers total operations. The parties agreddtliba
break out between the equipment rentals and canistnuoperations were as follows:

Tax Year Ending Retail Sales (Rentals) Total Sales Percentage of Retalil

9/30/06 $$$S$ $$$8$ 2.6730%
9/30/07 $E5$ $$58$ 4.7019%
9/30/08 $$$S$ $$$S$ 3.9265%

The Taxpayer argued that the retail sales were midimis portion of its overall operations. The
Taxpayer's representative pointed out that for eddhe years the retail sales were less than S4tectiotal
operations. He stated that he had spoken witlstate tax auditor who told him de minimis was nafirted
as less than 10% and another auditor, AUDITOR Ap whid that something over 5% would not be de
minimis. He also noted that there had been twapeiletter rulings discussing de minimis, althonghher

was dealing with the requirement for the enterpzisee credif.He requested that the Commission issue an

3 The Taxpayer cited to Private Letter Rulings 0%-@nd 94-006. Advisory Opinion 94-006 was issoiethe
Commission on May 13, 1994. In that letter the @ossion interpreted “de minimis” as used in AdniRule
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interpretation of de minimis for purposes of théegprise zone credit that is based on a percembigpal
revenue. It was his position that giving a spedifpercentage would be the only way for tax prepame
know how to advise their clients.

Although the Division acknowledged that the retales constituted less than 5% of the total $ates
each year, the Division argued that the retailssalere not de minimis. The Division pointed outt tizen
though small in percentage to the total, the retiés were a high dollar amount, more than $$66ghe
2006 year and nearly $$$$$ for the 2007 year.ak the Division’s position that de minimis shoutit bhe
determined based on a specified percentage bulcsbedetermined based on a totality of the fasthuting
the dollar amount of the retail sales and even imb@gral the retail sales were to the primary beisin In
this case the Division did not think $$$$$ in retziles could be de minimis and asked that thet dedi
upheld.

The Division also pointed out that the statuarfyrdtgon of “de minimis” for purpose of the bundled
transactions provisions in the Sales Tax Act hagpplication to the enterprise zone credit provisibthe
Taxpayers representative had relied on Privateet &uling 09-005 which involved a sales tax exeompti
related to bundled transactions. The Sales andaséct currently provides a definition of de nmis as it
relates to bundled transactions for purposes efrdehing sales tax liability. The definition isuied at Utah
Code Sec. 59-12-102(15)(e) and provides that 4p% of a bundled transaction would be de miniffitie
Division points out that this definition is for gal tax purposes and does not apply to provisiorikeof
Enterprise Zone Act. It was the Division’s pogitithat the Commission had not previously issuediag on
the definition of de minimis for the purposes of #nterprise zone credit, but argued against aupfie
bright line test based on the percentage of ttel isdles to the total operations that was reqddsyethe
Taxpayer. It was the Division’s position that thetermination of de minimis should be based onadtaity
of all the facts.

Upon review of the evidence and information préseiby the parties at the hearing, the Division

should have allowed the enterprise zone creditssae. The legislature provided the credits to ress

R865-19S-85(Involving the manufactuere’s exempf@mmachinery & equitpment). The letter stated ‘(iaf

factor in excess of 5 percent with be considerecertitan de minimis.” However, a subsequent Adyigpinion

in 94-006 was issues on June 6, 1994 in which tirar@ission stated “In summary, it appears that #faiion in
Black’s Law Dictionaryis as clear as we could find. It says de minirnisgs are “very small or trifling matters.”
While | am sure you would prefer the certainty gfeaicentage, this term is not susceptible of aasyersal
definition, therefore, the Commission has useg@atrismgly and cannot elaborate further.” In Priviagtter Ruling
09-005, the issue was whether a plan that inclydgdoll services and a software tool was a buntiksaction.
However, for purposes of the sales tax liabilitysatie in that ruling the term “de minimis” wasidefl by statute at
Utah Code Sec. 59-12-102(15)(e) to be 10% or ledsecseller’s total sales price.
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entities that conducted or transacted businessimpibyees working in a facility of the businessied in
the enterprise zone and of which 51% resided witténCounty in which the zone was located. See Utah
Code Sec. 63-38f-402 and 63-38f-412. However dfislature specified that the credits “may notla#eed
by a business entity engaged in retail trade.” @atle Sec. 63-38f-413(5). “Retail Trade” was reftrebd
in the Enterprise Zone Act. The Tax Commissionpaeld a rule that clarifies “retail trade.” Utah rAuh.
Rule R865-91-37(E) (2006) stated that a businessttat conducts non-retail operations and is eadag
retail trade could qualify for the credits “if thetail trade operations constitute a de minimigiporof the
business firm’s total operations.” Although theerspecifically discusses the retail sales as agmoof the
businesses’ total operations, the Division’s argointieat $$$$$ in sales or $$$$$ in sales is a fsogmit
dollar amount its own right and therefore, not deimis, is not misplaced. However, itis cleamfrthe rule
that the portion of the retail sales to the firtosal operations is relevant in determining whdsuainess
qualifies for the credit if the other requiremehés/e been met.

Neither side was able to submit case law or ar grax Commission decision that delineated a
percentage below which would be de minimis or eaettefinition for purposes of this provision. The
Commission concludes that retail sales comprissag than 5% of a business’ total operations, iergdiy a
strong indication that a business is not engageetéil trade for purposes of Utah Code Sec. 63433(5).
Nonetheless, to qualify for the enterprise zoneditrether criteria should be considered, and the
determination of whether sales were de minimis khoat be made solely on the basis of the percentég
total operations. There may be situations whdessd less than 5% are not de minimis, or situetiohere
sales of over 5% are de minimis.

Given the large dollar amount of the retail sédedhis Taxpayer, the single issue of the peragnta
of retail sales to construction income is insu#fidi in and of itself to determine whether the besiis
engaged in retail trade. In this case, the Taxpagsed the property only to a single custometMEANY
B, in support of its construction activities; it svaot a stand-alone retail operation. The Comunissi
concludes that when these two factors are considegether - the proportion of sales and the naititee
sales - the level of retail operations and salds iminimis with respect to the Taxpayer’s quati§business

activity.

Jane Phan
Administrative Law Judge
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ORDER

On the basis of the foregoing, the Commission artiee Division to amend the audit to allow the

enterprise zone credits in accordance with thissamctfor all three tax years. It is so ordered.

This decision does not limit a party's right te@amal Hearing. However, this Decision and Order
will become the Final Decision and Order of the @ussion unless any party to this case files a amitt
request within thirty (30) days of the date of ttecision to proceed to a Formal Hearing. Sudnaest
shall be mailed to the address listed below andt imgtude the Petitioner's name, address, and &ppea
number:

Utah State Tax Commission
Appeals Division
210 North 1950 West
Salt Lake City, Utah 84134

Failure to request a Formal Hearing will preclaay further appeal rights in this matter.

DATED this day of , 2010.
R. Bruce Johnson Marc B. Johnson
Commission Chair Commissioner
D’Arcy Dixon Pignanelli Michael J. Cragun
Commissioner Commissioner

Notice: If a Formal Hearing is not requested as discuabesle, failure to pay the balance resulting frois th
order within thirty (30) days from the date of tigler may result in a late payment penalty.
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